AGENDA
EXECUTIVE FINANCE COMMITTEE
: September 25, 2008 at 1:30 P.M.
Location: Treasury Conference Room, KC Admin. Bldg., Room 610 (6" Floor)

Committee Members: Councilmember Larry Phillips, Chair; Bob Cowan, Director OMB; Ken Guy, Director FBOD;

Jim Buck, County Administrative Officer

Staff: Scott Matheson, Interim Treasury Operations Manager; Mike Smith, Investment Officer;
Dave Turley, Financial Accounting Supervisor

AGENDA ITEMS

1.
2.

9.

Action: Approval of Minutes of the August 28, 2008 Executive Finance Committee meeting. (page 2)

Action: Approval of the interfund-borrowing request from the Wastewater Treatment Division (WTD) for ARMS fund
3611. WTD is requesting to borrow up to $300 million. The loan will be repaid when revenue bonds are sold; this is
expected to happen before February 28, 2009. (pages 3-4)

Tim Aratani, Manager, Finance and Administrative Services

Briefing: Diesel Price Stabilization Program (Handout)
Bill Greene, DOT Finance Director

Briefing: Update on impaired investments.
Ken Guy, Finance Director

Briefing: Update on action plan related to Motion No. 12796 — “Investment Pool Advisory Panel Report”: Investment
Pool Advisory Committee Options, Investment Pool Custodian Bank Options, & Investment Pool Accounting Practices
(pages 5-22)

Ken Guy, Finance Director

Briefing: August 2008 Investment Summary

e Investment Purchase Summary (page 23)

Reverse Repo Analysis and Policy Compliance (page 24)
Residual Investment Fund Summary (page 25)

Issuer Diversification and Credit Exposure Report (page 26)
Investment performance review (pages 27-32)

Interest Rate Summary (page 33)

Mike Smith, Investment Officer

Action: Committee’s direction for investment of idle cash balances of specific County funds not needed for immediate
expenditure.

Staff Recommendation: Direct the Treasury to maintain the maximum average duration of the core portfolio at the
1.25 to 1.8 year range (no change from last meeting) and the maximum average maturity for the liquidity portfolio at
30 to 100 days (no change from last meeting).

Mike Smith, Investment Officer

Briefing: Interfund Borrowing for August 2008

e Automated Lending & Borrowing. County Tier 2 Funds — Interest on Interfund Loans (page 34)
e Pooled Tier 1 County Funds with Negative Cash Balances (pages 35-36)

e Excluded County Funds with Negative Balances - Tier 2 Funds Not Paying Interest (page 37)
Dave Turley, Financial Accounting Supervisor :

e Interfund Loans Among Non-County Funds (pages 38-39)

e Interfund Borrowings — EFC Approved Loans (page 40)
Mike Smith, Investment Officer

Executive Session: Discussion of potential litigation with legal counsel (RCW 42.30.110, (O(@).)

OTHER BUSINESS

ADJOURNMENT
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MINUTES
EXECUTIVE FINANCE COMMITTEE

August 28, 2008
The Executive Finance Committee (EFC) Meeting was held August 28, 2008 at 1:30 p.m.
Members Present  Others Present Others Present gl Continued) Others Present (Continued) Members Absent
Bob Cowan Kevin Fuhrer, Covington WD Caroline McShane Hall Walker Larry Phillips
Ken Guy Debbie Prior, Highline WD Mamie Marcus Scott Matheson
Jim Buck Douglas Phonsavanh, PSCAA Pete Anthony Mike Smith
Toni Lally, Auburn SD Dave Turley
Linda Glenicki, KC Library
ACTION ITEMS
1. Minutes — The Committee approved the Minutes of the July 24, 2008 EFC meeting.

2.

Amendment to the Impaired Investment Policy — The Committee approved the motion to update the Impaired
Investment Policy as presented.

Investment Direction — The Committee approved the Treasury recommendation to maintain the maximum average
duration of the core portfolio at the 1.25 to 1.8 year range and maintain the maximum average maturity for the liquidity
portfolio at 30 to 100 days.

BRIEFINGS

1.

Update on Impaired Investments — The Committee was briefed on the status of the two impaired commercial paper
programs that have not yet had their restructuring auctions. The Committee was informed that the Mainsail auction was
scheduled for September 18, 2008, but that there was no firm indication on when Victoria’s auctions would occur.
However, the expectation is still that the auction for Victoria will occur sometime before year-end. Staff will update the
Committee on Victoria as information is received. The Committee was also informed that updated information on the
Cheyne and Rhinebridge restructurings would be distributed later in August or after Labor Day.

Update on Action Plan, Motion No. 12796 —~The Committee was briefed on the Interbranch Workgroup’s action plan.
The Committee was informed that custodian and accounting issues would be discussed at the next EFC meeting and that
investment policy questions should be addressed in October. The Committee was informed that several items on the
action plan have been addressed such as hiring Cairn Capital and bifurcating the pool. The Committee also reviewed the
proposal concerning advisory membership on the EFC and received input from the attending districts.

Snoqualmie Valley Hospital — The Committee was informed that the hospital district had sold the hospital building at its
current location to a local Indian tribe, but that they would not receive the sales proceeds until 2010. The hospital district
intends to build a new hospital with the sales proceeds at a new location. The hospital will be obtaining a line-of-credit
from a local bank for about $3 million next week, and when these funds are received the district’s negative balance with
the county should be corrected.

Interfund Borrowing — The Committee was provided a review of interfund bori’owings during July 2008.

Investment Review for July 2008 — The Committee was provided a review of investment performance, activity, and the
distribution of investment holdings by maturity, security type, credit rating, and issuer. Analysis of actual versus
budgeted amounts for Pool earnings and fees were reviewed. Reverse repurchase activity for the month was also
reviewed, and the Committee was briefed on the current interest rate and economic environment.

EXECUTIVE SESSION

No Executive session was necessary.

OTHER BUSINESS

None

Aems I

- Scott Matheson, Interim Treasury Manager
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King County

Wastewater Treatment Division
Department of Natural Resources and Parks

King Street Center
201 South Jacksen Street
Sesttle, WA 98104-3855

September 10, 2008

TO: The Executive Finance Committee

VIA: Christie True, Division Director, Wastewater Treatment D

FM: Tim Aratani, Manager, Finance and Administrative Services, Wastewater Treatmen‘t-ﬂ.--. -

Division

RE: Bomowing Request

The purpose of this memo is to request approval for permission from the Executive Finance. - -
Committee for the Wastewater Treatment Divisi
the automated interfund borrowing system to provide uninterrupted funding for its capital- -
improvement prograu (ARMS fund 3611) through February 2009, RN

In July 2008, WTD received net proceeds of $319 million for construction from its 2008
revenue bond issue. This was less than the $416 million originally incladed inthe 2008 - .
financial plan because the size of the bond issue was reduced due to market conditions and o
because of the need to cash fund bond reserves due to the credit downgrades at MBIA, In¢. and = 7
Financial Guaranty Insurance Company. (These companies issued the ipsurance policies on = ‘
WTD'’s bond reserves that are no longer considered investment grade.) The budgeted trangfer-
from thc Water Quality Operating fund to the Water Quality Capital program of $10 million
also funded bond reserves instead of construction. It is now anticipated that the next bond -
issuance will take place in late January with funds received in Jate February. The interffund = .
borrowing requested will provide bridge funding until the next round of bond issuance. WID is a
currently reviewing closely debt financing options for 2008/2009 and the impact these will '

havc on the current financial plan.

SN

Creating Resources from Wastewater
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The Executive Finance Committee
September 10, 2008
Page 2

TTEY W02

The borrowed amounts will be tepaid from the proceeds of the issuance of sewer revenue
bonds. Based on WTD’s 2009 rate forecast of capital cxpenditures for 2008 of $457 million
and of $487 million for 2009. We anticipate spending on a levelized basis an additional $38. -
million per month through the end of 2008 and a levelized §41 million per month through
2009.

Thank you for consideration of this request.
cc:  Theresa) ennings, Director, Department of Natural Resources and Parks (DNRP) .. :
John Bodia, Chief Financial Officer, DNRP SR

Christie True, Division Director, Wastewatcr Treatment Division, (WTD), DNRP: .
Maryann Ness, Financial Services Administrator, WTD, DNRP -
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Options for an Investment Pool Advisory Committee
September 22, 2008

Introduction

In June 2008, the County Council adopted Motion No. 12796 which focused on specific
actions to improve the governance, infrastructure, goals/metrics, and external relations of
the County’s investment pool. Within the governance area, the Motion called for an
immediate action and the consideration of long term medications to the Executive
Finance Committee (EFC) as follows: ’

Immediate Action: Immediately develop a plan for including advisory
representation on the EFC from non-county participants. This action was
assigned to the EFC.

Long Term Modifications: Advise on longer term modifications to the
governance structure of the EFC as proposed by the council’s Investment Pool
Advisory Panel, including the Panel’s specific proposal for an independent board
of county and non-county representatives and three appointed investment
professional. This action was assigned to the Interbranch Work Group, a team of
legislative and executive branch staff created by Motion 12796.

This briefing paper describes two options for forming an Investment Pool Advisory
Committee (“Advisory Committee”) based on an initial proposal discussed by the EFC at
its August meeting and recent work completed by the Interbranch Work Group and its
consultant, Main Street Capital Advisors (“Main Street”).

For both options, the basic purpose of the Advisory Committee remains the same: fo
provide input to the EFC in regards to investment policies, strategies, practices, fees and
internal controls. Committee members would also be expected to help disseminate
critical EFC information to their fellow districts and provide occasional briefings to their
respective officials.

Background

The investment pool is currently governed by the EFC. The EFC members are the county
executive (who delegates to the county administrative officer), the budget director, the
finance director and the chair of the county council. As a charter county, King County
directs and provides fiduciary oversight to the investment pool via the EFC. The EFC, in
conjunction with the County Executive, carry out the provisions of State law relative to
the custody and investment of public funds.

Given the current state laws, any change in the composition or structure of the EFC
would require a change in state law. Notwithstanding these statutory constraints, the
county is seeking a means to encourage additional participation and communication
regarding the operation of the investment pool. The appointment of an advisory
committee is viewed as the most straight-forward means of accomplishing this goal
without changing the state-mandated authority and fiduciary duties of the EFC.

EFC —Page 5



Options for an Investment Pool Advisory Committee
September 22, 2008

The EFC has developed a plan for immediate action which is reflected as Option A in this
briefing paper. The EFC was planning to launch its plan October 1** while waiting for
the council to act on the long term structural recommendations forthcoming from the
Interbranch Work Group.

During the past month, an additional option has surfaced based on the work of the
Interbranch Work Group and its consultant (Option B). This option could address the
immediate need for non-county advisory representation, as well as establish a long term
framework for both county and non-county representation. Given that this option has
merit for the short and long term, it is prudent to carefully review it now and then decide
on the best course of action for the county to launch in October.

When reviewing the potential composition of an Advisory Committee, it is helpful to
have an understanding about the type of districts and funds that comprise the county
investment pool. There are currently 101 non-county or “outside” participants in the
pool. The following table lists the number of participants in each major district category
and the average percentage of funds held by category.

District Category | Number | Percent of Pool § (Using
2007 Average Cash
Balances)

School 20 42.8%

Fire 23 2.5%

Sewer& Water 33 8.3%

-| Other 25 10.5%

Total Districts 101 64.1%

King County 250 35.9%

Funds (funds)

Grand Total Pool 100%

Option A—EFC Proposal

To expressly address the immediate action item called for in Motion 12796, the EFC
reviewed a draft plan at its regular meeting in August and solicited the input of non-
county pool participants attending that meeting. The EFC’s goal was to vote on the plan
in September and then begin implementation in October.

The EFC proposal results in a manageable small group with representation from each
“district category” in the pool. The elements of the plan call for 6-member advisory
committee as shown in the table below. School districts have two representatives rather
than one because they collectively have funds which comprise over 40 percent of the
pool. »
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Options for an Investment Pool Advisory Committee

September 22, 2008
Member Number | Status Affiliation | Appointment
School Districts 2 2 years Non-county | Puget Sound Educational
rotating, with Services District (PSESD)
reappointments
allowed
Fire Districts 1 2 years Non-county | King County Fire
rotating, with Commissioners Association
reappointments
allowed
Water and/or 1 2 years Non-county | Washington Association of
Sewer Districts rotating, with Sewer and Water Districts
reappointments (WASWD)
allowed
At-large 2 2 years Non-county | EFC would review letters of
(recommended by rotating, with interest and make
EFC) reappointments appointments, with at least
allowed one representing the “other”
district category from table
in background section above.
Total 6

As noted in the table, King County’s at-large selections would attempt to achieve
balanced representation in terms of size and type of other districts on the Advisory
Committee. Advisory Committee members would be expected to attend monthly EFC
meetings and offer their views and-comments at the meetings. There would also be
occasional working sessions of the Advisory Committee during the year regarding topics
that require more in-depth review in a focus-group setting, €.g., review of new investment
policies. King County would provide the staff support for these working sessions.

Members would be appointed to two year terms and could be reappointed for new terms
at the discretion of the appointing bodies. The county would suggest that the two school
district representatives be appointed from different sized districts with one member
reflecting a district over 10,000 students in enrollment and one under this threshold. This
is only suggested criteria and all of the appointing authorities listed in the table would
have complete discretion regarding how to select their representatives.

Any pool participants, regardless of whether they are members of the Advisory
Committee, would continue to be invited to regular EFC meetings.

Option B—Tentative Proposal from Interbranch Work Group

The Interbranch Work Group has discussed the EFC’s initial recommendation for an
Advisory Committee and has reviewed advice from Main Street. The Interbranch Work
Group suggests that it may be less confusing and ultimately more efficient to move
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Options for an Investment Pool Advisory Committee

September 22,2008

toward a permanent advisory structure now, which combines both county and non-county
participants, rather than set-up a temporary interim structure with only non-county

participants.

The Interbranch recommendation includes all of the non-county representatives from the
EFC’s Option A plus three additional county members: the county’s Treasury Manager
and two other county fund managers. This mix of representation is more reflective of the
overall mix of funds in the pool which is about 36 to 40 percent county funds and the
remainder as outside funds. The addition of one investment professional, as
recommended by Main Street’s, also adds to the expertise of the committee and keeps the
overall size of the group manageable. The recommended composition is shown in the

table below.

Member Number | Status Affiliation | Nomination, Appointment
and Confirmation

Treasury Manager 1 permanent | county n/a

School Districts rotating Non-county | Puget Sound Education
Services District nominates;
Executive appoints; Council
confirms.

Fire Districts 1 rotating Non-county | Washington Fire
Commissioner Association
nominates; Executive appoints;
Council confirms.

Water and/or Sewer 1 rotating Non-county | Washington Association of

Districts Water and Sewer Districts
nominates; Executive appoints;
Council confirms.

At-large 2 rotating Non-county | EFC nominates; Executive

(recommended by appoints; Council confirms

EFC) .

County Fund 2 rotating Non-county | Same as above

Managers

Investment 1 rotating Non-county | Same as above

Professional

Total 10

Note that Main Street had also recommended the addition of a private citizen to the
Advisory Committee to provide a general taxpayer perspective. The citizen would have
experience in public investing but not be connected to an investment firm or
broker/dealer. The Interbranch Work Group had tentatively left this position off the list
in order to keep the size of the Advisory Committee at 10 or less and felt that the
investment professional could also be a King County citizen and thus provide this same

citizen perspective.
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Options for an Investment Pool Advisory Committee
September 22, 2008

The Advisory Committee would be staffed by the County and have regular quarterly
meetings and occasional special meetings that would be separate from regular EFC
meetings. The Committee would designate a chair and vice chair who would report back
to the EFC at their regular meetings.

This structure would allow Committee members to have their own dialogue separate from
EFC meetings, while also conveying a collective view back to the EFC. Any pool
participants would, of course, continue to be invited to attend and offer their individual
views at regular EFC meetings.

EFC —Page 9



KING COUNTY INVESTMENT POOL CUSTODIAL BANK OPTIONS
: September 25, 2008

Introduction

In late 2007, the County Council charged the Investment Pool Advisory Panel to
undertake a comprehensive review of the King County Investment Pool. From December
2007 until April 2008, the Panel reviewed the county’s investment practices and policies
which culminated in a report provided to the council in May 2008. That report
recommended a number of changes to the management of the county’s investment
program. This paper examines the panel’s recommendation to consolidate the
 safekeeping of all investment securities into a single custodial banking account.

Background

Investment purchases involving certificated of deposit (CD’s), repurchase agreements
(repos), and the State’s Local Government Investment Pool are currently the only
investments not recorded by the County’s safekeeping bank. This section provides a
brief history about the safekeeping contract and past practices.

King County entered into its first safekeeping contract at the end of 1985. At that time,
the county began using the industry best practice of delivery vs. payment (DVP) in which
the custodial bank would transfer funds to the seller only when securities were delivered
to them. The initial contract covered all investment purchases with the exception of
CD’s. By law (RCW 39.58), the county could only invest in non-negotiable certificates
of deposit (CD) issued by in-state banks. These CDs are not in book-entry form and
could therefore not be delivered to a custody account.

In 1993, the county stopped taking delivery through its custodial bank of the underlying
securities backing repurchase agreements (repos). Instead the county began the best
practice of using “tri-party repos” in which a third-party custodial bank settles the repo by
DVP and monitors the securities to insure that their market value is always at least equal
to 102% as required by county policy.

Also in 1993, the State Treasurer established its Local Government Investment Pool and
the county has invested in it at times when it was beneficial to do so.

The Panel concluded that if all investment transactions were recorded by a single
safekeeping bank that the county could obtain services not possible because of its current
safekeeping practices. The Panel’s report identified these services as a daily cash sweep,
mark-to-market pricing, compliance reporting, and securities lending. The report went on
to say that the safekeeping bank could provide comprehensive reporting that the pool
currently lacks.

Analysis
While reviewing the panel’s recommendation, the Cash Management staff discussed the

report’s recommendations with Aran King of Union Bank of California (UBOC) and
Steve Horman from the Bank of New York (BONY). UBOC has been the county’s
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KING COUNTY INVESTMENT POOL CUSTODIAL BANK OPTIONS
September 25, 2008

service provider since 2000 and BONY administered the contract prior to that. Those
two banks handle the safekeeping of securities for all Washington State public agencies
and are familiar with both state investment laws and practices.

To achieve the Panel’s goal of having all assets held by a single custodian, the three
assets identified above (CD’s, repos, and the State pool) would have to be recorded by
the safekeeping bank. Ideally this would be accomplished by having the securities
delivered to the custodian. But neither the CD’s nor the State Investment Pool are
deliverable securities.

The bank representatives were asked whether it would be possible to record those items
without having a physical security delivered. BONY suggested that this could be done
using a memorandum posting and each “security” would be priced at a constant $1 value
for reporting purposes. UBOC said they could do this in a similar manner but noted that
the county would have to pay transaction costs as if those securities had been delivered.
Based on our 2007 activity levels, this would cost King County an additional $1,100 in
safekeeping fees.

For repos, the county could go back to using DVP for the underlying collateral but it is
likely that our safekeeping costs would increase by $55,000 if we did so. More
importantly, our earnings for each repo would be reduced by anywhere from 5 to 15 basis
points, based on estimates provided by several securities dealers. Last year the average
repo balance was $1.4 billion so a move to DVP would cost the county between $700,000
and $2,100,000 annually. Such a change would also require more staff time to monitor
that the market value of the underlying securities meets the county’s daily requirement of
102% valuation and to deal with any shortages.

Alternatively, the county could have our safekeeping bank record these repos as a memo
posting as with the non-deliverable securities. This would not affect the county’s
earnings and would only increase the safekeeping expenses by about $11,000. The
difference in costs is that with a memo posting system, the safekeeping bank would only
record a single transaction rather than the multiple pieces of collateral that a DVP trade
might entail. While memo posting of these transactions would allow the safekeeping
bank to provide reporting measurement tools, that same objective could be obtained
internally with an enhanced investment system.

The panel’s objective of having a single custodial bank can thus be achieved at an
additional cost (including potential lost earnings) of between $12,000 and over $2 million
although in either scenario a portion of the portfolio would be in memo form only. Such
a change would also mean additional administrative work for the county. At a minimum,
county staff would have to notify the custodial bank of any transactions involving those
securities. BONY further suggests that the cash in those transactions could flow through
the custodian bank even if the securities do not settle there. This would result in higher
wire transfer costs and create another system that would have to be balanced.
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KING COUNTY INVESTMENT POOL CUSTODIAL BANK OPTIONS
September 25, 2008

Attachment B provides a diagram of how the different types of security transactions
currently settle. Additional administrative steps would have to be added if the county
were to follow the Panel’s recommendation.

Finance staff closely examined whether changing the way investment transactions are
recorded would actually achieve the goals suggested by the Panel. Following is a recap
of our findings:

o Automatic cash sweep. The Panel states that changing how the record keeping is
done by the county’s safekeeping bank would allow use of an automatic sweep to
invest any “residual cash”. The only time that the county has unexpected cash at
the custodian bank is when a trade fails to settle. Legally the county cannot leave
cash in a bank that is not a public depositary in the state of Washington so we
have always required that the safekeeping bank return any funds left in our
safekeeping account. A fail only happens a couple of times a year and when it
does the funds are returned to the county and are either invested in a money
market account or left in our bank account to receive earnings credit at the rate of
110% of the 90-day t-bill rate. UBOC noted that the county’s practice is not any
different than that of other Washington state public investors. They also
mentioned that they could provide us a sweep account if that is something we
desire. Given how infrequently a fail occurs and the options already available to
us, a sweep account has not been worth establishing.

e Mark-to market pricing. This is a service that UBOC, the county’s current
service bank, already provides and that we use.

o Compliance reporting. The Panel contends that if all securities, whether
deliverable or not, were recorded and tracked by the safekeeping bank that the
bank could make sure that all trades adhere to the county’s policies and prevent
any purchase that would cause any policy limits to be exceeded. Neither UBOC
or BONY, the largest custodial bank in the world, have the ability to provide this
service. Both said that they do provide monitoring of investment policies but can
only let a client know when a purchase exceeds policy limits after the trade has
already settled.

o Securities lending. In a securities lending program, the county would allow its
safekeeping bank to reverse out its securities and invest the proceeds in a higher
yielding security. UBOC provides securities lending to its customers and has
proposed this to the county in the past. The county has chosen to use reverse
repurchase agreements as an alternative because that allows us to maintain
control of the investment decision and because the earnings gained would not
have to be split with the custodian bank as would be the case in a securities
lending program. But the current safekeeping policy in no way affects the
county’s ability to utilize this service if it becomes a prudent course of action.
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KING COUNTY INVESTMENT POOL CUSTODIAL BANK OPTIONS
September 25, 2008

Recommendation

The Panel stated that the current safekeeping practice created a “fractured reporting
environment, creating auditing and reconciliation challenges™ without identifying the
specific challenges. The Panel suggested that the county was unable to obtain specified
services because our custodian bank does not track certain types of investment
transactions.

As the analysis above demonstrates, we are making full use of custodial services that
provide added value to the investment pool and its members. King County already
receives mark-to-market pricing. We could use the sweep account and securities lending
services that UBOC already offers, but for the reasons mentioned earlier we have not
needed these extra services. The county, however, intends to reexamine the value of
using a securities lending program in the future. The compliance reporting outlined in
the Panel’s report that would allow the custodial bank to halt a trade before it is executed
is not viable given that UBOC and BONY carmot currently offer such a service.

That leaves only the issue about whether recording non-deliverable assets with our
safekeeping bank would allow the bank to provide the comprehensive analytical reports.
While that is a worthwhile goal, it should be noted that the county already tracks all of
the investments in its investment systems. The real underlying need is not to aggregate
securities in a single custodial banking account but to improve and integrate the county’s
reporting capabilities. The better solution is to upgrade or replace existing systems so
that the analytical measurement tools outlined in the Panel’s report could be generated
internally and be produced more efficiently.

In summary, the Treasury Division contends that paying our safekeeping bank to track
investment transactions that do not settle through them is costly without adding sufficient
value to pool members. Most of the primary services identified by the Panel are already
available from our current service provider and the other suggested services or reports
could be developed internally. We therefore recommend that:

1. The county continue its present safekeeping policy with respect to
investments in certificates of deposit, repurchase agreements, and the
State’s Local Government Investment Pool.

2. The county evaluate and obtain a state-of-the-art investment system to
meet the reporting needs identified by the Panel.

3. The county review and evaluate the advantages / disadvantages of
securities lending vs. the current practice of using reverse repurchase
agreements. If it is decided that securities lending would be viable for the
county, this service could be included in the scope of work for the next
safekeeping contract.
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July 23,2008

Memorandum

To: Ken Guy, Director, Finance and Business Operations Division, King County, Washington

From: Debbie Goodnight, CPA, Managing Director
John Molloy, CFA, Sr. Managing Consultant

CC: Marty Margolis, PFM Asset Management LLC

Re: Accounting Practices and Custodial Arrangements for Government Investment Pools

A number of observations regarding accounting practices for investment pools were made in the King
County Investment Pool Advisory Panel’s Report on the King County Investment Pool, dated May 2008.
This paper summarizes our discussion of certain of these issues, specifically the differences between and
implications of using trade date versus settlement date accounting, adopting SEC accounting practices and
the difference between straight line and scientific amortization for securities held in the Pool. We will
also touch on the issue of consolidating all assets with a single custodian.

Please note that this paper is meant to deal with these subjects at a high level and highlight some of the
major differences between accounting policies depending upon whether the Pool formally adopts a stable
Net Asset Value policy (“NAV?), remains a hybrid pool, or develops another alternative such as splitting
assets between a stable NAV pool and a variable NAV pool. As this issue is decided, we would be
pleased to revisit this topic and provide greater detail on appropriate policies.

Trade Date versus Settlement Date Accounting

The Advisory Panel’s report stated the following:

“We recommend that the investment pool adopt trade date accounting to accurately reflect total pool
assets, enhance trading opportunities, and enable the pool to obtain the highest quality custodial
services.” (page 21)

We would also recommend the Pool adopt trade date accounting practices. Trade date accounting is the
best practice for investment pools as well as any investment portfolio. In addition to many of the points
cited by the Panel, we would add that Generally Accepted Accounting Principals, which most government
entities adhere to, require trade date accounting’ Trade date accounting more accurately reflects the
contractual ownership of the security and also reflects the risk that the security presents to the pool.

We recognize that the switch to trade date accounting will encompass some change to the internal
processes of the County. Internal reporting will need to be modified to this standard. Most bank
custodians (if they are simply holding assets) report their data on a settlement date basis; therefore, a
consideration is the method to track and record unsettled trades. The County will need to determine a

! GASB Comprehensive Implementation Guide (2006)
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method of reconciling daily any discrepancies between the two methods so that portfolio and cash
managers will have accurate information on which to base portfolio decisions.

Lastly, further supporting the practice of using trade date accounting, the CFA Institute, in its Global
Investment Performance Standards (“GIPS™), requires investment advisors claiming compliance with the
Standards to calculate returns using trade date accounting.

Adopt SEC Accounting Requirements and Straight Line Amortization versus Scientific

The Advisory Panel’s report stated the following:

“We recommend that the investment pool adopt the accounting practices established by the Securities
and Exchange Commission for similar fund types.” and “...scientific amortization is preferable to
straight-line amortization because it more accurately reflects the movement of securities towards their
maturity date. ... Given the improved accuracy of the scientific method, we recommend that the
investment pool use scientific amortization.” (page 25) (page 25)

The use of different standards in this regard depends upon the objectives of the pool. Should the County
determine that the pool will be managed to maintain a stable NAV, then the adoption of the SEC’s Rule
2a-7 would be appropriate and the rule will provide the County with a thorough set of guidelines for pool
management. In addition to its many provisions, Rule 2a-7 permits the use of straight line amortization.
It is important to note however that to manage the pool in a 2a-7 like fashion would necessitate the
elimination of the longer term investments currently in the pool. As the Panel cites, a stable NAV fund
managed under 2a-7 conditions would limit the weighted average maturity of the pool to 90 days and no
security could have a maturity longer than 397 days (with the exception of floating or variable rate
securities with certain restriction related to rate reset periods and overall final maturity).

We also note that the Report discussed a weekly marking to market of the value of securities in a stable
value pool; this is consistent with Rule 2a-7 as well and we recommend the County adopt this policy. As
long as the weekly mark to market result is a $1.00 (within the tolerances proscribed in 2a-7), then the
pool can use amortized cost to value its shares or units on all days.

If the pool were to have any other goal than maintaining a stable value, then the appropriate method for
valuing securities would be marking to market, as described in the Panel’s report. With the hybrid or
variable NAV pool, longer securities would be permitted and daily valuation would be appropriate.
Requiring the securities to be carried at market eliminates the need for amortization.

Custodial Bank

The Advisory Panel’s report stated the following:
“We recommend that the investment pool consolidate all assets in a single custodian bank.” (page 20)

Consolidating all assets with a single custodian may bring all of the benefits described in the Panel’s
report, such as access to cash sweeps, mark to market pricing, compliance reporting and securities
lending. There are however some trade-offs to consider; one of these is the potential for increased cost of
custody services. For example, having the pool’s CDs settled and “held” by the custodian may increase
any asset based and transaction based costs. It may be possible to arrange for the custodian to simply
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report on these assets at a reduced fee so that the custodian’s reporting services can be useful.
Additionally, for tri-party repurchase agreements it is not uncommon for the custodian of the collateral
securities to be a bank other than the fund’s regular custodian. Settlement of tri-party repurchase
agreements can effectively be run through the regular custodian though, which can provide enhanced
availability of reports on cash balances available for reinvestment.

With the qualification that the County would need be comfortable with its own portfolio accounting
systems and pricing methodologies, the consolidation of custody services with one bank would not
provide significant efficiencies to the pool. We do see however that having an independent party provide
some of these services would be beneficial. Should the County decide that it will strike a daily NAV on
the pool, in whatever form it eventually takes, outsourcing the asset and pool pricing functions to a
consolidated custodian could be very helpful.

Overall, consolidating assets under a single custodian (with the exception of tri-party repurchase
agreements) would provide the County with an efficient way to access the services, especially analytical
and pricing services, described by the Panel. Depending upon the County’s internal capabilities in these
areas, the custodian may be duplicating activities that the County can perform or access in an unbundled
fashion.
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Report to Investment Pool Work Group on Pool Accounting Practices

DRAFT September 22, 2008

Introduction

The purpose of this document is to fulfill an action item in King County Council Motion
12796 where the Director of the Finance and Business Operations Division (FBOD) is
requested to examine the accounting practices of the pool and present a report to the
Interbranch Work Group. FBOD is seeking the review and input from EFC members
prior to final transmittal to the Interbranch Work Group.

Current Practices

In accounting standards the King County Investment pool is considered a non-2a7 like
pool. The term 2a7 originates from the SEC rule that governs private sector money
market fund management. A 2a7 like fund would be the equivalent of a privately
managed money market fund. The county pool would be considered a hybrid pool with
sections for liquidity needs and longer-term investments, and therefore invests funds
longer than would be allowed under 2a7. :

The following is a summary of King County Investment Pool accounting practices:
External Reporting Practices

e The pool is reported in the county’s financial statements at fair value. The
difference between fair value and carrying (book) value is reported as an
increase or decrease to cash and as investment income or loss. The fair
value adjustment is recorded in the County’s general ledger at year-end.

e Settlement date accounting is used throughout the year. Should material
trades be entered into but not settled at year-end an adjustment would be
made for financial reporting purposes.

Pool Management Practices

o Market values in the investment accounting system are updated monthly
and reported to districts at the total pool level. The monthly mark to fair
value is not recorded in the County’s general ledger. ,

Income is distributed based on average pool balances during the month.
¢ Monthly income on investments is distributed on accrual basis.

Discount or premium on investments is allocated based on straight-line

accretion and amortization method.

Gains or losses on investments are distributed when realized.

Losses on impaired investments are distributed on average pool balances

from date of settlement to date of impairment.
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The Panel’s Findings and Recommendations

The County Council appointed a three member group to review the operations of the
county investment pool. The panel was critical of the pool’s accounting practices with a
summary level finding of inaccurate accounting for participant principal and interest. The
panel’s finding on inaccurate principle and interest accounting was based on the inclusion
of the impaired commercial paper investments in the pool. The panel recommended the
pool be bifurcated thereby separately accounting for the impaired investments. (Pages 39-
40 Panel Report.)

The panel also cited the pool for not marking to market more frequently, for using
straight-line amortization and accretion, and relying on settlement date accounting.

Specific Panel recommendations are highlighted below.

Adopt Trade Date Accounting

The panel recommended that the investment pool adopt trade date accounting in
lieu of settlement date accounting to accurately reflect total pool assets, enhance
trading opportunities, and enable the pool to obtain the highest quality custodial
service. (Page 21 Panel Report.)

Adopt SEC Accounting Requirements

The panel recognized that government pools are not subject to Securities and
Exchange Commission regulations but recommended adopting SEC accounting
and other practices for the pool. (Page 25 Panel Report.)

Amortization and Accretion

The panel recommended that the pool use scientific amortization and accretion. In
accounting, scientific amortization is preferable to straight-line accretion and
amortization because it more accurately reflects the movement of securities
towards their maturity date. (Page 25 Panel Report.)

Governmental Accounting Requirements for the Pool
When considering the panel’s findings and recommendations, it is important to have a
clear understanding of the governmental accounting requirements for investment pools

and transactions.

External Financial Reporting Requirements
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The Governmental Accounting Standards Board (GASB) issues financial
reporting standards for governments. For reporting purposes governmental
investment pools are either 2a7 like or not 2a7 like.

The accounting standards for external pools require that investments should be
stated at fair value with the following exceptions where investments may report at
amortized cost:

e 2a7 like pools may report investments at amortized cost
e Non 2a7 pools may report investments with maturity dates up to 90

days at amortized cost.

In either case of reporting amortized cost, fair value adjustment must be
considered when credit quality or other issues arise.

Pool Operations Accounting

GASB does not regulate pool operations or how a pool chooses to allocate
income. Allocation of income would be governed by state law and participant
agreements. '

The appropriate accounting for the pool will depend upon the final investment
goals selected for the pool, and by the maturity of investments selected.

The most common method of municipal pool management is book rate of return
or BRR.

The following is an excerpt from Main Street Capital Advisors Second
Deliverable-Investment Pool Infrastructure for the Investment Pool Inter-branch
Work Group (Page 12):

Benchmarking Methods

“There are two main methods of benchmarking fixed-income returns: total
rate of return (TRR) and book (or yield) rate of return (BRR). Wall
Street’s primary benchmarking method is TRR. Municipalities’ primary
method is BRR. For fixed income portfolios, BRR is calculated by adding
interest received and accrued interest plus realized gains and losses,
divided by the portfolio’s average balance. TRR’s calculation includes the
same calculations as BRR, but also includes the volatile unrealized gains
and losses of a portfolio or its marked-to-market component.

In talking with many municipal investment officers, the vast majority of
state and local
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government portfolios are managed by using BRR. This is primarily due to
the budget process of most entities, which desire a relatively uniform
generation of earnings. Wall Street generally measures performance on a
TRR basis versus a standard benchmark. Total rate of return benchmarks
are substantially more volatile than a yield or book rate of return
benchmark, due to changes in market prices of bonds...

...Main Street Capital recommends the County utilize a book rate of
return method....

Accounting Options for Investment Pool

The appropriate accounting for the pool will depend upon the final investment
goals selected for the pool, and by the maturity of investments selected.
Recommendations for each type of pool follow:

(1) The pool becomes a money fund (2a7 like)

Financial Reporting
e Use amortized cost with straight-line amortization or accretion with any
adjustments needed for credit quality of other issues.
e Realized gains recognized based on amortized cost at time of transaction

Income distribution and participant valuation
e Same basis as financial reporting

Other compliance Issues and Comments
e Trade date accounting should be applied
e Fair value should be evaluated weekly.

(2) The pool or a portion of the pool becomes a separate variable NAV fund

Financial Reporting
e The pool would reported at Fair Value, and follow the same requirements
as the current hybrid pool.

Income distribution and participant valuation
e Income distribution would be based on amortized cost scientific basis and
with realized gains based on amortized cost at time of transaction. -

e Participant accounts would need to be marked to fair value as often as
participants are allowed to deposit and withdraw funds.

Other compliance Issues and Comments
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e Trade date accounting should be applied.
e By definition a variable NAV participant valuations should reflect fair
value.

(3) The pool remains a hybrid pool
Financial reporting

e The pool would be reported at Fair Value, and follow current
methodologies.

Income distribution and participant valuation
e Income distribution would be based on amortized cost scientific basis and
with realized gains based on amortized cost at time of transaction.
e If the County continues to follow BRR for income distribution then
following BRR for participant valuation is an acceptable practice.

Other compliance Issues and Comments

e Trade date accounting should be applied.

e This type of pool does not fit a private sector model but is common in the
public sector. BRR is the recommendation of Main Street Capital,
consultant to the Inter- Branch Work Group.

e To avoid long-term fund to fund equity issues careful management is
needed—stability is needed in pool participation, fair value fluctuation
needs to be monitored and any future impaired assets would need to be
segregated.
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INVESTMENT PURCHASES SUMMARY

AUGUST 2008
OVERNIGHT REPOS

TOTAL AMOUNT AVG AVG
DEALER BUYS OF REPOS DAYS YIELD
CREDIT SUISSE 21 $2,379,000,000 1.53 2.10%

U.S. AGENCY DISCOUNT NOTES
TOTAL FACE AVG AVG
DEALER BUYS AMOUNT TOTALCOST  DAYS YIELD
BANK OF AMERICA 2 $ 75000000 $ 74,350,639 12400 2.57%
FIRST BOSTON 10 355,000,000 354,529,660  20.00 2.42
GOLDMAN SACHS 1 50,000,000 49,703,833  88.00 2.48
LEHMAN BROTHERS 7 282,000,000 280,550,094  69.46  2.70
MERRILL LYNCH 1 34,050,000 33,818,271 10000 2.50
TOTAL 21  $796,050,000 $792951,664 5493  2.59%
TREASURY NOTES
TOTAL FACE AVG  AVG
DEALER BUYS AMOUNT TOTALCOST  DAYS YIELD
CREDIT SUISSE 1 $ 50,000,000 §$ 50488791 71 0.00 231%
CERTIFICATES OF DEPOSIT

TOTAL AMOUNT AVG AVG
DEALER BUYS OF REPOS DAYS YIELD
KEY BANK 2 $ 511,040 60.93 2.26%
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DATE:

Maturity Range

1 - 29 Days

30 - 59 Days
60 - 89 Days
90 - 119 Days
120 - 149 Days
150 - 179 Days
180 - 364 Days
1 - 2 Years

2 - 3 Years

3 - 4 Years

4 - 5 Years

5+ Years

TOTAL

Security Type

09/22/2008

Amount
Invested

1,067,321,949
376,230,859
619,805,998
433,456,037
123,702,403
322,436,389
88,154,800
394,405,197
163,587,930
174,976,290
100,000,000
73,756,563

3,937,834,415

Repurchase Agreements
Certificates of Deposit
State Investment Pool
Commercial Paper

Bankers'
Treasuries
Agencies

Acceptances

Mortgage Backed Securities

Municipals

TOTAL

Average Yield

Average Days to Maturity =

RESIDUAL INVESTMENT SUMMARY

Percent of
Portfolio

27.

9.
15.
11.

vk NDNONNEFEFOJIOH

o o 0P 0P o oP P o o o o o

PN ODNOW

o
oP .

100.

Amount
Invested

158,000,000
332,273,757
361,604,714

0

0

249,679,443
2,745,184,938
73,756,563
17,335,000

3,937,834,415

2.93%
348.99

EFC — Page 25

Cumulative
Percentag

36.
52.
63.
66.
74.
77.
87.
91.
95.
98.
100.

o0 P O° o AP d° AP o o of o

OROAROOJULb

Percent Of
Portfolio

(&)}
O WONOOWOW:k

o\® o o o o o oP® o o

dOodWoOoOoONBRO

100.

o
4

Average
Yield

.41%
.42%
.54%
.54%
.84%
.73%
.54%
.31%
.21%
.38%
.06%
.51%

BTV UTWRODNNNNNDDNDDNDN

Limits

40%
20%
100%
25%
40%
100%
75%
25%
20%



RESIDUAL INVESTMENT POOL
ISSUER DIVERSIFICATION AND CREDIT EXPOSURE

8/31/08
Credit Agency Ratings (1) Bank Ratings (2)
CDs --7.5% PER ISSUER. IDC RATING: 3 OR BETTER Book Value % of Portfolio S&P Moody's  Fitch 1DC CAEL™"
Key Bank 102,273,757.00 2.4% A-1 P-1 F1 1 4
U.S. Bank 100,000,000.00 2.4% A1+ P-1 F1+ 1 2
Bank of America 50,000,000.00 1.2% A-1+ P-1 F1+ 2 3
Washington Federal S&L 50,000,000.00 1.2% F1 1 2
Sterling Savings Bank 25,000,000.00 0.6% F3 2 4
Homestreet Bank 10,000,000.00 0.2% 1 4
COMMERCIAL PAPER -- 5% PER ISSUER. RATED BY 2 AGENCIES; RATING OF AT LEAST A-1, P-1, OR F1. .
Mainsail Il LLC 52,950,977.63 1.3% NR NP
Victoria Finance LLC 51,937,148.61 1.2% D NP
Rhinebridge LLC 2,269,200.00 0.1% D NR D
Cheyne Finance LLC 507,750.00 - 0.0% D NP
REPURCHASE AGREEMENTS -- 10% PER ISSUER
Credit Suisse LLC 110,000,000.00 i 2.6% A-1+ P-1 F1+
INVESTMENT POOLS -- 100% PER ISSUER
Washington State Treasurer's LGIP 360,879,768.61 8.5%
U.S. GOVERNMENT (Full Faith & Credit) -- 100% PER ISSUER
U.S. Treasury Obligations 249,664,888.49 5.9% AAA Aaa AAA
MUNICIPAL OBLIGATIONS (Taxable) -- 5% PER ISSUER. CREDIT RATING OF AT LEAST "A"
City of Phoenix, AZ 15,000,000.00 0.4% AAA Aal
Westchester County, NY 2,335,000.00 0.1% AAA Aaa AA+
FEDERAL AGENCY OBLIGATIONS (GSEs) -- 50% PER ISSUER
Federal National Mortgage Association (FNMA) 953,284,486.06 22.5% AAA Aaa AAA
Federal Home Loan Mortgage Corporation (FHLMC) 937,337,964.92 22.2% AAA Aaa AAA
Federal Home Loan Bank (FHLB) 874,670,445.64 20.7% AAA Aaa AAA
Federal Farm Credit Bank (FFCB) 282,791,193.89 6.7% AAA Aaa AAA
4,230,902,580.85 100.0%

(1) The table in the lower-right comner gives the range of
investment grade credit ratings.

(2) IDC Bank ratings are provided by IDC Financial Publishing:
1=Superior, 2=Excelient, 3=Average, 4=Below Average, 5=Lowest.

Safe & Sound CAEL is a bank rating service provided by S&p .
Bankrate.com: 1=Superior, 2=Sound, 3=Performing, 4=Below Moody’s
Fitch

Average, 5=Weak.
Note:(NW) equals negative credit watch & (NO) equals negative outlook.
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O iew of Rating Agency Credit Sc
verview of Ratin ency LdI' ores

Short-term tment
Grade
Highest Lowest
A1+ A-3
P-1 P-3
Fi+ F3

Grade
Highest
AAA
Aaa
AAA

Lowest
BBB-
Baa3
BBB-




TOTAL RESIDUAL FUND

EARNINGS DISTRIBUTION RATE
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—&— MONTH AVERAGE (1) —#—DURATION |
(1) Not adjusted yet for realized losses on commercial paper investments.
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CX FUND YTD INTEREST EARNINGS
August 31, 2008

(1) Average budgeted yield for the entire year is 3.48% (simple average).
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BUDGET (1) ACTUAL DIFFERENCE
YTD AVG BALANCE (millions) $235 $228 ($7.1)
YTD YIELD 3.66% 3.45% -0.21%
INTEREST DISTRIBUTION ($)  $5,735,676 $5,237,701 ($497,975)
AUTOMATIC INTEREST ($) $0 $61.186 $61,186
TOTAL INTEREST ($) $5.735,676 $5,298,887 ($436,789)
YTD POOL FEE REVENUE
BUDGET ACTUAL DIFFERENCE
POOLFEEDUETOCX  $3,776,667 $3,804,298 $27,631
POOL FEE DUE TO FBOD $100,000 $84.511 ($15.489)
TOTAL YTD POOL FEES 3,876,667 3,888,809 $12,142
YTD TOTAL POOL
DISTRIBUTION $96,539,335
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LIQUIDITY POOL

COMPARATIVE EARNINGS RATES

1.88%
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(1) Not adjusted yet for realized losses on commercial paper investments.
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Money fund data: 1BC/Donoghue Money Fund Report Averages seven day money market fund indexes.

State Pool data:

Monthly State of Washington Local Government Investment Pool report.
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CORE POOL

COMPARATIVE MONTHLY MARKET YIELD RETURNS
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Core portfolio rate is reporied as market yield, not accrual basis, and therefore the liquidity rate and core rate may not equal pool distribution rate.
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Source: Merrill Lynch index: Bloomberg Financial Markets
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MORTGAGE-BACKED POOL

COMPARATIVE MONTHLY MARKET YIELD RETURNS

7.50%
6.50% F
571% 5.58% 5.57% ]
5.50% | 5.14% 5.12% 517% 506% >22% 5089
‘ 4.79%
5.30% 523% 5.18% 462% 456% +70% T2
o L 4.99% 4.98% o 498%
4.80% | Zoev 480% 4800 4%
o .
4.39% 422% 4 13%
3.50% [
2.50% |
1.50% L . . . . . . . . 4 + . -
Aug-07 Sep-07 Oct-07 Nov-07 Dec-07 Jan-08 Feb-08 Mar-08 Apr-08 May-08 Jun-08 Jul-08 Aug-08
[—@—KCMBSPOOL ~ —#—MERRILL LYNCH 0-5
COMPARISON OF AVERAGE DURATION
43 t
33
(2}
% 23 F
>.
13
03 |
-0.8
Aug-07 Sep-07 Oct-07 Nov-07 Dec-07 Jan-08 Feb-08 Mar-08 Apr-08 May-08 Jun-08 Jul-08 Aug-08
-—i—KC MBS POOL ~——&—MERRILL LYNCH 0-5
Source: Merrill Lynch index: Bloomberg Financial Markets
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GAIN / LOSS SUMMARY

RESIDUAL FUND: TOTAL REALIZED GAIN OR LOSS
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INTEREST RATE SUMMARY

6.00%
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550% +| Funds
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1.00%
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0.00%

Treaury Yield Curve

KING COUNTY
o

—e—09/19/08 — <>— 08/22/08 —a—1YEARAGO O KING COUNTY POOL 2.89%

09/19/08 08/22/08 1 YEAR AGO

Fed Fund Target 2.00% 2.00% 4.75%
3M T-Bill 0.96% 1.70% 3.91%

6M T-Bill 1.56% 1.97% 4.08%

1Y T-Note 2.12% 2.15% 4.21%

2Y T-Note - 2.18% 2.41% 4.00%

5Y T-Note 3.04% 3.14% 4.21%
10Y T-Note 3.81% 3.87% 4.55%
30Y T-Note 4.38% 4.47% 4.84%
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